Indexation of the personal tax code for price-level changes represents one of the most significant elements of U.S. tax legislation in the 1980s.
4. The target range for M2 growth was 3 to 7 percent for both 1989 and 1990. According to Chairman Greenspants July 1990 Humphrey-Hawkins testimony, the projected target range for 1991 is 2.5 to 6.5 percent.
5. An "index yearv@ is referred to in ERTA as a "calendar year.@@ This terminology is somewhat misleading in that ERTA1s reference to a calendar year does not correspond to a 12-month period that spans January to December. Tax years, on the other hand, correspond to the usual January to December calendar year.
6. The zero-bracket income level was defined as the positive taxable income level below which the marginal tax rate was zero.
7. In addition to reflecting the effect of ending the index year in August of the previous year, these numbers include the impact of using an average 12-month CPIU to obtain the cost-ofliving index. Using the one-year lag in August over August changes in the CPIU would yield annual index inflation rates of 1.8 percent for 1987, 4.2 percent for 1988, and 4.3 percent for 1989.
8. The analysis here focuses entirely on inflation-induced increases in effective marginal tax rates. It is of course true that the bracket-creep effects we consider will also raise average tax rates. For some problems, such as the indivisible labor problem studied by Hansen (1985) , the average tax rate may be the more relevant variable. We are grateful to an anonymous referee for bringing this point to our attention. 12. Specifically, the analysis assumes a piecewise linear marginal tax-rate schedule with minimum and maximum rates of 15 and 28 percent. The numbers reported in this section update calculations originally reported in Altig and Carlstrom (1990).
13. An individual's full wealth is defined here as the present value of his or her maximum labor income. We estimate full wealth by assuming a maximum daily time endowment of 16 hours, an economic life span of 55 years, real wage growth of 2 percent per year, and an annual after-tax discount rate of 4 percent. We use the average weekly real wage for all production and nonsupervisory workers in 1989 to obtain a dollar figure for an individual's time endowment.
14. The subtraction of owner-occupied real estate and state and local debt obligations reflects the fact that most of the income from these assets is nontaxable. The subtraction of the last. three categories reflects the deductibility of interest payments associated with home mortgages and other consumer debt. Although the interest on nonmortgage consumer debt was only partially deductible from 1987 to 1989, this category was small relative to total consumer debt (see Altig [1990] ).
Real income at time t is given by y,=(W+ (R-r,) A)/ (l+r,) ,
where, again, W is nominal wage payments and A is taxable assets. Recall Prom section I11 that an indexing scheme that adjusts nominal income with a lag of exactly one year overstates real income by R, percent in year t. Because A=1.2-y, taxable income at time t under such an indexing scheme would be yt(l+rt+1.2rt). With lagged inflation adjustment and no capital-income mismeasurement, taxable income would be y,(l+r,).
With current inflation adjustment and capital-income mismeasurement, taxable income would be y,. 1. 2~,. 
